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ECON405, Trimester 2 2018 


Answer ANY FOUR (4) of the EIGHT (8) questions below in the answer 
books provided. 


Assume that the economy has begun to slow down and the RBA Board has met and 
decided that now is the appropriate time to stimulate the economy by easing monetary 
policy. Therefore, the board’s decision is to increase the rate of activity in the economy by 
decreasing the cash rate and increasing the money supply by purchasing repos in open 
market operations. 


Using a flowchart, discuss the process of monetary policy transmission and economic 
activity across the financial and real sectors of the economy, resulting from this decision. 
Incorporate into your discussion an evaluation of the impacts on the RBA’s objectives 
assuming the RBA also undertakes an unsterilised forex intervention of buying AUD at the 
same time. 


With the aid of a diagram, discuss how the loanable funds approach can explain the effects 
of achange in inflationary expectations on interest rates (in the absence of a Fisher effect). 


What is the relationship between bond price volatility and term to maturity? What is the 
relationship between bond price volatility and the coupon rate? 


Explain the meaning of the “term structure of interest rates”. Using diagrams, discuss the 
various theories that explain changes in the “term structure of interest rates”. In your 
opinion, which theory is right? Justify your opinion. 


Define the money market. Describe its basic operation and economic role. Also explain 
the characteristics of money market instruments. Are the yields of money market 
instruments highly correlated? Explain your answer. 


Using a concept map, explain the process of securitisation. 

Non-conforming housing loans in Australia are the closest equivalent to subprime loans in 
the US. As a risk adverse investor in mortgage backed securities would you prefer to buy 
securities in Australia or in the US? Explain why. 


Why are convertible securities more attractive to investors compared with simply holding 
a firm’s preference shares or corporate bonds? 


An investor looks at market reports and sees that they can buy a call option over 1000 Rio 
Tinto shares at $8 with a strike price of $88 and a six month expiry (delivery). After 4 
months the price in the physical market goes to $100. What will the investor do to achieve 
the best financial outcome? With the aid of a diagram identify and quantify the financial 
gains/losses of the writer and buyer? 

Using a diagram, explain how the gains and losses of the buyers and sellers of futures 
contracts differ from that of the buyers and sellers of call options. 
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